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Health Care
Industry Developments—1993
Industry and Economic Developments
Continuing economic uncertainty, governmental budget constraints,
and rising operating costs have continued to intensify the financial
pressures on providers of health care services. The advent of a new
administration in the White House, with health care reform as one of
its top priorities, brings with it a host of new implications for change in
the industry. The Clinton administration is currently studying various
issues and alternatives relating to health care reform. President Clinton
is expected to present an extensive set of recommendations in the near
future. The plan will then go to Congress, where the time frame in
which it will become legislation is uncertain. Major elements of the
plan are likely to include the following:
• Comprehensive administrative reforms
• New taxes on providers
• Price control measures or other short-term cost control measures
• Guidelines on permissible relationships among providers
A number of the reforms are likely to have a significant effect on
how health care providers manage their operations. Administrative
changes may have internal control structure implications. Other
changes are apt to raise new accounting issues, the consequences
of which will need to be carefully evaluated by auditors. Past exper
ience indicates that the adequacy of internal control structures over
financial reporting, the propriety of accounting policies, and the
adequacy of financial statement disclosures require careful consid
eration in circumstances such as those that prevail in the health
care industry.
Relationships among the various providers that comprise the health
care system have long been a concern to both government regulators
and others. (See the section entitled, "Hospital-Physician Relation
ships" of this Audit Risk Alert.) In anticipation of coming reforms, the
industry is already beginning to restructure. Hospitals are banding
together locally and regionally, both formally, for example, through
mergers and acquisitions, and informally, for example, through affilia
tions. Physicians and hospitals are exploring the creation of new
5

business arrangements, which may range from loose affiliations to
sophisticated integrated delivery systems that combine inpatient,
outpatient, and physician delivery services into one organization.
Some providers are also integrating vertically, expanding into alternate
delivery systems to create a continuum of care within the communities
they serve. Such restructurings, joint ventures, and alliances may also
prompt new accounting issues. Some may be associated with work
force reductions, facility closings, or the discontinuation of certain
operations. Others concern the form and substance of transactions and
basis of accounting. Still other issues pose regulatory concerns by
creating relationships that may be prohibited under certain govern
mental reimbursement schemes. In such circumstances, auditors
should be aware of the heightened possibility that related party
transactions or misstatements of the financial statements as a result of
illegal acts may occur.
In addition to reform initiatives, other forces continue to exert
pressure on the industry. Such forces include declines in third-party
payment rates, declines in the availability of capital, and shifts to lower
cost service providers. These forces, too, may result in added audit
risk, particularly as it relates to the measurement and disclosure of
unusual and complex transactions. In some cases, such factors, in com
bination with a sluggish or uncertain regional economy, may result
in the inability of a number of providers to meet their obligations as
they become due. Such conditions should prompt auditors to carefully
consider the provisions of Statement on Auditing Standards (SAS)
No. 59, The Auditor's Consideration of an Entity's Ability to Continue as a
Going Concern (AICPA, Professional Standards, vol. 1, AU sec. 341),
which requires auditors to evaluate, based on the results of audit proce
dures performed, whether there is substantial doubt about an entity's
ability to continue as a going concern.
Economic trends and developments that relate to specific segments
of the health care industry are discussed in the following paragraphs.

Hospitals
The hospital industry is facing the financial stress of coping with
increasing price resistence while attempting to care for an aging, more
costly patient population. Third-party administrators, health main
tenance organizations (HMOs), preferred provider organizations, and
other third-party managed care organizations are pressuring hospitals
to move patients out of hospitals and into less costly treatment settings
as quickly as possible. The hospitals are left with the highest-cost
cases. At the same time, such organizations are pressuring hospitals
to provide discounts, challenging the utilization of services, and other
wise resisting hospitals' efforts to pass higher rates on to their
6

customers. These pressures, coupled with conditions such as overstaffing, outdated facilities, high levels of uncompensated care, and
excess capacity, also should prompt auditors to consider the provisions
of SAS No. 59, described previously.
Some hospitals are also experiencing increases in accounts receiva
ble, and collections that are proceeding at a slower pace than in
previous years. Part of the slowdown in collections results from the
financial difficulties of third-party payers. The shortage of funds in a
number of state Medicaid programs has resulted in significant delays
in the payment of approved Medicaid claims. In addition, troubled
managed care companies and insurance companies have delayed
payments to providers. Increasingly, hospitals are also encountering
external patient-billing auditors hired by third-party payers to audit
bills received from hospitals to identify charges that may not be part of
their coverage or that are considered excessive. Auditors should
consider whether increases in accounts receivable indicate factors that
result in increased audit risk.

HMOs
The pressure exerted by HMOs on hospitals, as well as on others
with whom they deal, appears to be holding down increases in costs
relating to hospitals, prescription drugs, and doctors' services. It also
appears that many providers of health care services to HMOs are hold
ing down price increases as a result of anxiety about pending health
care reforms.
At the same time, HMOs are benefiting from widespread changes in
health care insurance patterns. The popularity of HMOs is rising, as
consumers opt to take advantage of rates that are lower than those of
traditional health insurance and coverage that is sometimes more
extensive. As a result, membership in HMOs is growing rapidly.
These two factors are expected to result in sizable increases in earn
ings for most HMOs. In light of the current focus on health care costs,
some HMOs may be reluctant to report substantial earnings increases
for fear of being seen as profiteers. Thus, even though the circum
stances might tempt auditors to assess audit risk at lower than normal
levels, they should be alert to the possibility of transactions or changes
in accounting policies that are intended to create reserves against
future losses or otherwise result in a more level stream of earnings.
Although the outlook for the HMO industry, as a whole, is consid
ered by industry observers to be favorable, auditors should be aware
that certain HMOs are experiencing financial difficulties. In auditing
the financial statements of such HMOs, auditors should be especially
alert to the following conditions or events that may threaten the
HMOs' continued existence or be symptomatic of a growing problem:
7

(1) failure to comply with state licensure requirements that pertain to
financial solvency (such as requirements to maintain a specified degree
of liquidity or minimum surplus balances); (2) failure to comply with
Medicare/Medicaid contract provisions regarding financial solvency;
(3) inability to meet state requirements to fund insolvency pools; and
(4) negative enrollment trends.

Nursing Homes
The nursing home segment of the health care industry is also
experiencing increasing financial pressures. Many nursing homes
receive most of their funds from state Medicaid programs. As a result
of the fiscal stresses sustained by states during the recent recession,
a number of nursing homes have experienced cutbacks in Medicaid
payment rates, a slowdown in receipt of their Medicaid payments,
or both.
At the same time, the nursing home industry is becoming increas
ingly resource intensive. Pressure from third-party payers is forcing
hospitals to shorten hospital stays by discharging patients sooner
than was usual in the past; a number of these patients go to nursing
homes to finish recuperating. As a result, nursing homes are treating
sicker patients who require more costly care. The combination of
higher-cost patients and Medicaid rate reductions is placing increasing
financial stress on the entire nursing home segment of the health
care industry. In addition, nursing homes that have historically relied
on private-payer residents are withstanding shifts in their resident
mix as the economic downturn forces more elderly individuals
to become Medicaid beneficiaries. The financial stress is further
compounded as nursing homes face increasing competition from
lower-cost, long-term care providers such as home health and personal
care agencies.
Such challenges are likely to result in increased audit risk as clients
attempt to manage or fine-tune their balance sheets and income state
ments. Auditors should be alert to issues relating to the collectibility of
receivables (particularly from third-party payers), the classification
of debt, the reasonableness of accounting estimates, and other items
that are susceptible to accounting manipulation. Auditors should also
carefully consider the provisions of SAS No. 59.

Industry Data
Auditors may find other useful information about the health care
industry in a number of publications. A listing of publications that may
provide auditors with relevant background information is included as
appendix A.
8

Regulatory and Legislative Developments
Hospital-Physician Relationships
Physicians are often able to significantly influence Medicare and
Medicaid payments to hospitals through referrals and admissions. As
a result, relationships that require hospitals to make payments to
physicians have come under close scrutiny from both the Office of the
Inspector General (OIG) of the U.S. Department of Health and Human
Services (HHS) and the Internal Revenue Service (IRS).
In order to prevent misuses of Medicare and Medicaid funds,
Congress enacted the Medicare/Medicaid Anti-fraud and Abuse
statute, which forbids the use of Medicare or Medicaid funds to make
kickback payments to physicians for referrals or admissions. Because
the law was drafted very broadly, it could be interpreted to cover many
common commercial arrangements between hospitals and physicians.
In order to clarify its intentions in enforcing the law, the HHS OIG has
specified eleven payment practices that, though potentially capable of
inducing Medicare or Medicaid business, will be protected from crimi
nal prosecution under the statute. Information on these safe harbors
can be found in the July 29, 1991, Federal Register (56F.R. 35951). Both
the OIG and Congress have shown a strong interest in pursuing
Medicare and Medicaid fraud and abuse violations following publica
tion of the safe harbors.
The OIG has also issued a Management Advisory Report, Financial
Arrangements Between Hospitals and Hospital-Based Physicians, that iden
tifies potential violations of the antikickback statute. Among others,
the following common practices are cited as being suggestive of poten
tially illegal activities:
• Allowing the use of free or significantly discounted office space or
equipment in facilities close to the hospital
• Providing free or significantly discounted staff services such as
nursing or billing
• Guaranteeing that a hospital will supplement a physician's income
up to a certain amount
• Providing loan arrangements that are low-rate, interest-free, or
that may be forgiven if referrals are made to the hospital
Another OIG publication, entitled Fraud Alert on Joint Ventures, iden
tifies characteristics of hospital-physician joint venture relationships
that may provoke questions.
SAS No. 54, Illegal Acts by Clients (AICPA, Professional Standards,
vol. 1, AU sec. 317), notes that even though an audit in accordance with
generally accepted auditing standards (GAAS) does not include
9

procedures specifically designed to detect illegal acts, procedures
applied for the purpose of forming an opinion on the financial
statements may bring possible illegal acts to the auditor's attention.
SAS No. 54 also provides guidance on procedures the auditor should
perform in response to possible illegal acts.
The interest of the IRS in hospital-physician relationships has cen
tered on whether certain arrangements between tax-exempt hospitals
and members of their medical staffs result in private inurement. A
decision that private inurement is taking place may result in revocation
of the tax-exempt status of the hospital.

Medicare Developments
Proposed Medicare Budget. President Clinton's budget for the federal
fiscal year beginning October 1, 1993, includes measures designed to
reduce Medicare spending. The cuts may affect virtually all providers
that participate in the Medicare program. The cuts are only part of the
major revisions that are expected to be part of the administration's
health care reforms. Changes in Medicare rates and reimbursement
policies that are eventually enacted as part of the budget may have
significant ramifications for the health care industry. Auditors should
be alert to information concerning changes in the Medicare program
and should consider the implications of such changes on audit risk.
In particular, auditors should consider matters such as whether
accounting estimates are based on current rates and information, and
whether the strategies being developed by clients to address the
changes have accounting or audit implications.
Prospective Payment System (PPS) Changes. Changes in the Medicare
PPS may affect recorded revenues, receivables, and deferred amounts
recorded to account for Medicare and Medicaid timing differences.
The May 2 6 , 1993, Federal Register includes changes for fiscal year 1994
Medicare PPS (58 F.R. 30222) proposed by the Health Care Financing
Administration (HCFA). The proposed changes include provisions
on PPS rates, ICD-9-CM coding, disproportionate share payments,
capital payment rates, wage indices, outlier payments, rural referral
status, and other matters. In the proposed regulations, HCFA recom
mends PPS rate increases for inpatient operating costs of 4.2 percent
for urban hospitals, 5.7 percent for hospitals in rural areas, and
4.3 percent for PPS-exempt hospitals and units for fiscal 1994. Final
rules are expected to be released on or around September 1, 1993.
The rule revisions are expected to take effect on October 1, 1993,
except for the payment rate increases which would take effect on
January 1, 1994.
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Geographic Reclassification. The Medicare PPS rates differ for hospitals
in different locations. HCFA has established certain criteria to deter
mine which hospitals are eligible for higher rates because of their
location and periodically permits geographic reclassification to alter
the classification of service providers as their circumstances change.
For fiscal 1994 and thereafter, HCFA has tightened the eligibility criteria
for geographic reclassification to exclude approximately 70 percent of
the hospitals previously reclassified for wage index purposes. Rule
changes published in the September 1, 1992, Federal Register provide
that hospitals applying for wage index reclassification must pay an
average hourly wage rate of at least 108 percent of the area average wage
rate and at least 84 percent of the average hourly wage rate for the area
to which they seek to be reclassified. These rule changes may result in
reduced payments in future periods and may affect future marginal
debt-service calculations.

IRS Developments
Tax-Exempt Status Challenges. Both the IRS and Congress continue
to scrutinize the tax-exempt status of not-for-profit providers. At
the same time, mounting budget deficits are causing some states
and municipalities to view not-for-profit providers as an untapped
source of property and other tax revenues such as sales tax, use tax,
and user fees.
The failure by a tax-exempt provider of health care services to main
tain its tax-exempt status by complying with relevant tax laws and
regulations would have a significant effect on its financial statements.
Such a failure could create contingent liabilities that may need to be
recorded or disclosed in the financial statements. Thus, auditors
should be alert for activities or transactions that could threaten the
tax-exempt status of such providers.
Specific Taxation Issues. Auditors should focus on the following issues
when reviewing the income tax provisions recorded by for-profit
health care providers:
• The use of the nonaccrual experience method of accounting to
avoid the recognition of income from the performance of services
that experience shows will not be collected
• Contractual allowance accounts that represent differences
between receivables based on cost reports filed with third-party
payors and the amount the entity records for financial statement
purposes. (Such differences are being challenged by the IRS as
representing taxable income.)
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• The scrutiny of for-profit HMOs determine whether they qualify
as insurance companies; if so, they may deduct reserves for claims
incurred but not reported and defer advanced premiums
• Use of the cash basis by some health care providers other than
hospitals
• Recording amortization of intangibles, such as medical records
and certificates of need. (Such assets are being questioned as nonamortizable assets.)
Issues such as these can have a significant effect on the income tax
provisions and liabilities recorded in the financial statements of health
care providers and, therefore, require close scrutiny by auditors.

Guidance for Audits of Entities That
Receive Federal Government Funds
Office of Management and Budget (OMB) Circular A-133, Audits
of Institutions of Higher Education and Other Nonprofit Institutions, was
issued to implement a single audit requirement for not-for-profit
organizations. The audit requirements set forth in the circular are
applicable for fiscal years beginning on or after January 1 , 1990. Institu
tions covered by OMB Circular A-133 include colleges and universities
and their affiliated hospitals, as well as other not-for-profit providers
of health care services that receive certain funding from federal
government agencies. This does not apply to funds received under the
Medicare and Medicaid programs.
OMB Circular A-133 audits are required to be conducted in accordance
with requirements set forth in the 1988 revision of the Government
Auditing Standards (often referred to as the Yellow Book), issued by the
Comptroller General of the United States, as well as GAAS. The Yellow
Book includes general standards, such as requirements that certain
engagement personnel meet specified continuing professional educa
tion (CPE) requirements and that auditors participate in external
quality review programs.
In May 1992, the President's Council on Integrity and Efficiency
(PCIE) Standards Subcommittee issued PCIE Position Statement
No. 6, Questions and Answers on OMB Circular A-133. The Statement
provides clarifications and practical guidance on audits conducted
in accordance with OMB Circular A-133. Among other things, the
statement defines the term hospital for purposes of applying the
circular, specifies the circumstances under which Medicaid funds
should be included in OMB Circular A-133 audits, and clarifies the
guidance for determining when hospitals are "affiliated with an
institution of higher education." PCIE Statement No. 6 can be obtained
from the Superintendent of Documents, U.S. Government Printing
12

Office, P.O. Box 371954, Pittsburgh, PA 15250-7954; telephone number
(202) 783-3238, FAX number (202) 512-2250. The stock number is
041-001-00374-6 and the price is $4.50.
The PCIE also issues statistics concerning the results of Federal
Inspectors General (IG) desk reviews and quality control reviews of
audits of federal activities performed by independent public accoun
tants. The statistics derived from reviews in the past have raised
significant concerns about the quality of OMB Circular A-133 audit
reports. During a recent six-month period, 43 percent of the OMB
Circular A-133 audit reports that underwent desk reviews and 77
percent of the reports that underwent quality control reviews were
determined to require major revision or to be significantly inadequate.
Statistics for the six months ended September 30, 1992, while incom
plete at this time, indicate no improvement.
Some of the most frequently encountered deficiencies include
the following:
• Incomplete auditor's reports; internal control or compliance
reports that were missing or did not include all required informa
tion, such as support for findings or the auditee's comments on the
status of prior findings
• Inadequate financial statement disclosures
• Inadequate evidential matter
• Inadequate documentation of substantive testing of compliance
with laws and regulations
• Noncompliance with the Yellow Book. Common instances of
noncompliance include failure to adequately test internal controls
or compliance with laws and regulations and failure to report
all findings.
• Failure to document the audit plan or audit program in the work
ing papers.
In December 1992, the AICPA's Auditing Standards Division issued
Statement of Position (SOP) 92-9, Audits of Not-for-Profit Organizations
Receiving Federal Awards. The purpose of the SOP is to provide auditors
of not-for-profit organizations with a basic understanding of the work
they should do and the reports they should issue for audits performed
in accordance with (1) the Yellow Book and (2) OMB Circular A-133.
SOP 92-9 provides guidance on financial and compliance auditing
requirements and requirements to consider the internal control
structure promulgated by the AICPA, the General Accounting Office
(GAO), and the OMB, as well as the application of such requirements
to not-for-profit organizations. The SOP, instead of establishing new
requirements, consolidates the applicable auditing requirements
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established by these organizations in order to facilitate efficient and
effective compliance. The SOP amends the AICPA Audit and Account
ing Guide Audits of Providers of Health Care Services and other guides that
relate to not-for-profit organizations.
The SOP incorporates the guidance in the following pronouncements:
• SAS No. 68, Compliance Auditing Applicable to Governmental Entities
and Other Recipients of Governmental Financial Assistance (AICPA,
Professional Standards, vol. 1, AU sec. 801)
• AICPA SOP 92-7, Audits of State and Local Governmental Entities
Receiving Federal Financial Assistance
• The OMB's 1991 Compliance Supplement for Audits of Institutions of
Higher Learning and Other Non-Profit Institutions
• The PCIE Standards Subcommittee's Position Statement No. 6

Audit Issues and Developments
Compliance With Debt Covenants
Many providers' debt-coverage indicators have continued to show
unfavorable trends as their operating profits have eroded. Increasing
reliance on long-term debt, lower debt service coverage ratios, and
weakening financial performance may signal potential problems for
many institutions. Such circumstances may cause some providers to
fail to comply with debt covenants. Consequently, some lenders may
exercise demand clauses, decline to waive covenant violations, or
refuse to renew short-term borrowings or letters of credit. In such
circumstances, auditors should consider the provider's classification
of its liabilities, the adequacy of financial statement disclosures, and
management's plans for obtaining adequate alternate financing or
disposing of assets. Accounting standards relevant to such issues
include Financial Accounting Standards Board (FASB) Statement of
Financial Accounting Standards No. 6, Classification of Short-Term
Obligations Expected to Be Refinanced, FASB Technical Bulletin No. 79-3,
Subjective Acceleration Clauses in Long-Term Debt Agreements, and EITF
Topic No. D-23, Subjective Acceleration Clauses and Debt Classification.

SAS No. 70—Service Bureaus
Providers of health care services frequently rely on third parties to
process financial information, such as trustee-held bond funds and
payroll processing, on their behalf. In April 1992, the AICPA's Audit
ing Standards Board issued SAS No. 70, Reports on the Processing of
Transactions by Service Organizations (AICPA, Professional Standards,
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vol. 1, AU sec. 324), which supersedes SAS No. 44, Special-Purpose
Reports on Internal Accounting Control at Service Organizations, and
provides guidance to auditors of entities that use a service organization
in connection with the processing of transactions. SAS No. 70 is effec
tive for service auditors' reports dated after March 31, 1993.

Receivables From Insurance Companies
Providers of health care services often have significant receivables
from insurance companies that provide health insurance coverage to
their patients. In addition, guaranteed investment contracts with
insurance companies have become a popular means of investing
crossover debt proceeds. In light of the above, the financial difficulties
being experienced by many insurance companies may have a signifi
cant impact on health care providers with which they do business.
In evaluating audit risk relating to these factors, auditors should
consider whether management has procedures for selecting and
monitoring insurers. Auditors should also consider obtaining
appropriate information about the financial stability of insurers
from which significant amounts are receivable. The department of
insurance in the state in which the insurance company is domiciled
(or in the case of separate operating subsidiaries, the state in which
the entity is operating) may be able to identify insurance companies
that are experiencing financial difficulties. Other sources available
to assist in the evaluation of insurance companies include Best's
Insurance Reports (908-439-2200), Veribanc (800-442-2657), Standard
& Poor's Rating Department (212-208-1527), and Moody's Investor
Service (212-553-0533).

Letters for Underwriters
Health care providers often issue debt securities, many of which
provide tax-exempt income to holders, as a primary means of raising
capital. SAS No. 72, Letters for Underwriters and Certain Other Requesting
Parties (AICPA, Professional Standards, vol. 1, AU sec. 634), provides
guidance to independent accountants for performing and reporting on
the results of engagements to issue letters for underwriters and certain
other requesting parties (commonly referred to as comfort letters), in
connection with financial statements or financial statement schedules
contained in registration statements filed with the Securities and
Exchange Commission (SEC) under the Securities Act of 1933 (the Act)
and other securities offerings. Historically, independent accountants
have provided comfort letters to underwriters in connection with
securities offerings registered under the Act. SAS No. 72 expands the
availability of comfort letters beyond those underwriters to include
15

(1) broker/dealers or other financial intermediaries in connection with
the offering or placement of securities, and (2) buyers and sellers in
connection with an acquisition as long as an exchange of stock is
involved. These parties are required to provide the independent
accountant with a letter making certain representations as described in
SAS No. 72. If a party requesting a comfort letter is unable to provide
those representations, the accountant may not provide them with a
comfort letter, but may provide them with other services, such as
a review of interim financial information performed in accordance with
SAS No. 71, Interim Financial Information (AICPA, Professional Standards,
vol. 1, AU sec. 722), or the application of agreed-upon procedures as
described in SAS No. 35, Special Reports—Applying Agreed-Upon Proce
dures to Specified Elements, Accounts, or Items of a Financial Statement
(AICPA, Professional Standards, vol. 1, AU sec. 622). The Statement also
requires the accountant to perform the review procedures described in
SAS No. 71 when providing negative assurance on interim financial
information in a comfort letter.
SAS No. 72 supersedes SAS No. 49, Letters to Underwriters, and is
effective for comfort letters issued on or after June 30, 1993.

Risk Contracting by Physician Groups
Both multispecialty and family-practice physician groups frequently
enter into managed-care contracts with HMOs that obligate them to
perform all physician services for a specific number of enrolled
patients at a fixed capitation rate. In entering into such arrangements,
the groups assume the obligation to contract and pay for any services
that they themselves are unable to perform. Such contracts may also be
subject to shared-risk arrangements in which the groups share in
savings or are obliged to pay for cost overages that deviate from those
actuarially predicted for enrolled subscribers. The risks assumed by
groups in these arrangements may be subject to individual or
aggregate stop-loss arrangements.
SOP 89-5, Financial Accounting and Reporting by Providers of Prepaid
Health Care Services, discusses risk contracting and is included as an
appendix to the AICPA Audit and Accounting Guide Audits of Providers
of Health Care Services. Since physician groups frequently maintain
their records using the cash or other comprehensive basis of account
ing, their accounting records may fail to include material liabilities for
covered services provided outside of the group, such as for services
rendered by referral physicians that occurred but were not paid during
the accounting period. Auditors of health care providers that partici
pate in arrangements of this nature should carefully consider whether
the accounting principles prescribed by SOP 89-5 are being applied.
Auditors may find the guidance in SAS No. 57, Auditing Accounting
16

Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342), useful
in auditing the accounting estimates that relate to participation in
such arrangements.

Related Parties
Certain relationships between health care providers and other enti
ties or persons with whom they transact business may result in the
creation of related parties as defined in FASB Statement No. 57,
Related Party Disclosures. As described in earlier sections of this Audit
Risk Alert, participation in certain transactions with such parties
may threaten the tax-exempt status and Medicare qualification of
some providers. For that reason, the risk associated with manage
ment's assertions about related party transactions is often assessed as
higher than that for many other types of transactions in the health
care industry.
Determining the existence of related parties and identifying trans
actions with them requires the application of specific procedures.
Guidance concerning such procedures is contained in SAS No. 45,
Omnibus Statement on Auditing Standards—1983, "Related Parties,"
(AICPA, Professional Standards, vol. 1, AU sec. 334). When auditing
identifies related party transactions, auditors should be particularly
cognizant that the substance of such transactions may be significantly
different from their form and that the financial statements should
recognize the substance of a particular transaction rather than merely
its form.
Auditors should also consider auditing interpretation no. 6 of SAS
No. 45, Omnibus Statement on Auditing Standards—1983, "The Nature
and Extent of Auditing Procedures for Examining Related Party Trans
actions" (AICPA, Professional Standards, vol. 1, AU sec. 9334.19), which
states that when assessing the audit risk associated with related party
transactions, auditors should understand the business purpose of the
transactions. In fact, until they understand the business sense
of related party transactions, auditors cannot consider their audits
complete. Auditors should also consider whether the provisions of
FASB Statement No. 5, Accounting for Contingencies, relating to the
collectibility of receivables from related or affiliated parties have been
properly applied.

Requests for Working Papers by Medicare Auditors
Auditors working for or engaged by Medicare fiscal intermediaries to
audit providers' Medicare and Medicaid cost reports frequently
request specific independent auditor working paper analyses that
"contain data that should properly be reflected in the providers' books
17

and records in order to make such records complete" (Provider Reim
bursement Manual, Part II, section 1102.3). Recently, some Medicare
auditors have requested access to other working papers prepared by
independent auditors as well. Although requests by Medicare auditors
for access to working papers that contain information that should
properly be included in the provider's books and records to make them
complete are appropriate, independent auditors are not required to
provide access to other working papers. Auditors should carefully
consider whether access to other working papers should be granted
based on the facts and circumstances surrounding each request.
Further guidance on such issues can be found in a Notice to Practitioners,
Guidance for Independent Auditors When Required to Provide Access to or
Photocopies of Workpapers to Regulators, published in the July/August
1993 issue of the CPA Letter.

Accounting Issues and Developments
Implementation of SOP 90-8
SOP 90-8, Financial Accounting and Reporting by Continuing Care Retire
ment Communities, requires that such facilities estimate and accrue a
liability for their obligation to provide future services. The accrual of
such a liability has produced concerns for a number of continuing care
retirement communities (CCRCs), particularly those that do not have
sufficient assets to satisfy their obligations. In an effort to generate
additional revenues to fund the obligation, CCRCs are adopting
different strategies. Some are increasing their fees at rates that exceed
increases in costs. Others are modifying standard resident agreements.
Such strategies may have a number of implications. Fee increases may
affect the competitiveness of CCRCs within their markets. Fee
increases may also force residents who cannot afford to pay them to
withdraw, increasing resident turnover and leaving temporary
vacancies. Tax-exempt CCRCs may be required to continue to provide
services to residents who cannot afford to pay the higher rates. Modifi
cations to resident agreements are not likely to have any immediate
effect on the unfunded obligation for future services, but rather will
affect the obligation over time as existing residents are replaced by
those who are covered by the new agreements.
Auditors should consider whether assumptions used to determine
the amount of the obligation for future services that is accrued are
reasonable and whether those assumptions are revised appropriately
as conditions change. If it appears that a CCRC may not be able to meet
its obligation to provide future services, auditors should also consider
the provisions of SAS No. 59, which requires auditors to evaluate,
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based on the results of audit procedures performed, whether there
is substantial doubt about the entity's ability to continue as a
going concern.

New Authoritative Pronouncements
FASB Statement No. 116, Accounting for Contributions Received and
Contributions Made. FASB Statement No. 116 establishes accounting
standards for contributions and applies to all entities that receive
or make contributions. Generally, contributions received, including
unconditional promises to give, are to be recognized as revenues in
the period received at their fair values. Contributions made, including
unconditional promises to give, are to be recognized as expenses in the
period made at their fair values. Conditional promises to give, whether
received or made, are to be recognized when they become uncondi
tional, that is, when the conditions are substantially met. The Statement
allows certain exceptions for contributions of services and works of art,
historical treasures, and similar assets, but requires certain disclosures
for receipts of contributed services and promises to give.
The Statement also requires not-for-profit organizations to distin
guish between contributions received that increase permanently
restricted net assets, temporarily restricted net assets, and unrestricted
net assets and to recognize the expiration of donor-imposed restric
tions in the period in which the restrictions expire.
The Statement is effective for financial statements issued for fiscal
years beginning after December 15, 1994, except for not-for-profit
organizations with less than $5 million in total assets and less than $1
million in annual expenses. For those organizations, the Statement is
effective for fiscal years beginning after December 15, 1995. Earlier appli
cation is encouraged. The Statement may be applied either retroactively
or by recognizing the cumulative effect of the change in the year of the
change. The provisions for recognition of expirations of restrictions may
be applied prospectively. The AICPA Health Care Committee is cur
rently developing technical guidance to assist practitioners in the health
care industry with the implementation of this Standard.
FASB Statement No. 117, Financial Statements of Not-for-Profit Organiza
tions. FASB Statement No. 117 establishes standards for general-purpose
external financial statements provided by a not-for-profit organization.
It requires that those financial statements provide certain basic infor
mation that focuses on the entity as a whole and meets the common
needs of external users of those statements.
The Statement requires that all not-for-profit organizations, includ
ing not-for-profit hospitals and other providers of health care services,
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provide a statement of financial position, a statement of activities, and
a statement of cash flows. It also requires reporting amounts for the
organization's total assets, liabilities, and net assets in a statement of
financial position; reporting the change in an organization's net assets
in a statement of activities; and reporting the change in its cash and
cash equivalents in a statement of cash flows.
The Statement also requires classification of an organization's net
assets and its revenues, expenses, gains, and losses based on the
existence or absence of donor-imposed restrictions. It requires that
the amounts for each of the three classes of net assets—permanently
restricted, temporarily restricted, and unrestricted—be displayed in a
statement of financial condition and that the amounts of change in each
of those classes of net assets be displayed in a statement of activities.
The Statement is effective for annual financial statements issued for
fiscal years beginning after December 15, 1994, except for organizations
with less than $5 million in total assets and less than $1 million in
annual expenses. For those organizations, the Statement is effective for
fiscal years beginning after December 15, 1995. Earlier application is
encouraged. The AICPA Health Care Committee is currently develop
ing technical guidance to assist practitioners in the health care industry
with the implementation of this Statement.
Governmental Accounting Standards Board (GASB) Statement No. 14, The
Financial Reporting Entity. GASB Statement No. 14 establishes
standards for defining and reporting on the governmental financial
reporting entity; standards for reporting participation in joint
ventures; and disclosure requirements regarding the entity's relation
ships with other entities, including entities that are jointly owned.
GASB Statement No. 14 is applicable to the separately issued financial
statements of governmental component units, which specifically
include governmental health care providers. It should also be applied
to such component units when they are included in a governmental
reporting entity. The Statement is effective for financial statements for
periods beginning after December 15, 1992.
GASB Statement No. 16, Accounting for Compensated Absences. GASB
Statement No. 16 provides guidance for the measurement of accrued
compensated absences liabilities by state and local governmental
entities (including governmental health care providers), regardless of
the reporting model or fund type used to report the transactions.
Compensated absences are absences for which employees will be
paid, such as vacation, sick leave, or sabbatical leave. The provisions of
the Statement are effective for financial statements for periods begin
ning after June 1 5 , 1993.
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AICPA Audit and Accounting Literature
Audit and Accounting Guide
The AICPA Audit and Accounting Guide Audits of Providers of Health
Care Services is available through the AICPA's loose-leaf subscription
services. In the loose-leaf service, conforming changes (those necessi
tated by the issuance of new authoritative pronouncements) and other
minor changes that do not require due process are incorporated
periodically. Paperback editions of the Guides as they appear in the
service are printed annually. Copies may be obtained by calling the
AICPA Order Department at (800) 862-4272, Dept. #1, and asking for
document number 012426.

Health Care Financial Reporting Checklist
The AICPA's Technical Information Service has published a revised
version of Checklists and Illustrative Financial Statements for Health Care
Providers, a nonauthoritative practice aid for preparers or reviewers of
financial statements of health care entities. Copies may be obtained by
calling the AICPA Order Department at (800) 862-4272, Dept. #1, and
asking for document number 008590.

Technical Practice Aids Publication
Technical Practice Aids is an AICPA publication that, among other
things, contains questions received by the AICPA's Technical Informa
tion Service on various subjects and the service's responses to those
questions. Section 6400 of Technical Practice Aids, which contains
questions and answers specifically pertaining to health care entities,
was substantially revised in 1992. Technical Practice Aids is available both
as a subscription service and in hardback form. Ordering information
may be obtained from the AICPA Order Department at (800) 862-4272,
Dept. #1, and asking for document number 005053.

* * * *
This Audit Risk Alert replaces Health Care Industry Developments—1992.
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APPENDIX A

List of Statistical/Trend Publications
The following are publications pertaining to health care industry
trends and statistics that may be of interest to auditors of health care
entities. This list is not all-inclusive and is presented for information
purposes only. It is not to be construed as an endorsement of any of the
following publications or organizations.

Hospitals
Center for Healthcare Industry Performance Studies (CHIPS)
• Almanac of Hospital Financial & Operating Indicators
(formerly HFMA's Financial Report of the Hospital Industry)
Health Care Investment Analysts, Inc. (HCIA)
• Comparative Performance of U.S. Hospitals: The Sourcebook
• Directory of U.S. Hospitals
• HCIA Guide to Hospital Performance
American Hospital Association (AHA)
• Hospital Statistics
• National Hospital Panel Survey Report

HMOs
Group Health Association of America, Inc. (GHAA)
• HMO Industry Profile
Health Care Investment Analysts, Inc. (HCIA)
• HMO Performance Almanac

Nursing Homes
Health Care Investment Analysts, Inc. (HCIA)
• Guide to the Nursing Home Industry

Physicians
Medical Group Management Association
• Cost and Production Survey Report
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For further information contact:
American Hospital
Association (AHA)
(800) AHA-2626

Health Care Investment
Analysts, Inc. (HCIA)
(410) 576-9600

Center for Healthcare Industry
Performance Studies (CHIPS)
(800) 859-2447

Medical Group Management
Association (MGMA)
(303) 799-1111

Group Health Association of
America, Inc. (GHAA)
(202) 778-3200
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APPENDIX B

Information on Authoritative/Regulatory Publications
AICPA publications referred to in this audit risk alert may be
obtained from the American Institute of Certified Public Accountants,
Harborside Financial Center, 201 Plaza Three, Jersey City, NJ
07311-3811 (or call 800-862-4272).
Federal government publications referred to in this audit risk alert
may be obtained from the Superintendent of Documents, U.S. Govern
ment Printing Office, P.O. Box 371954, Pittsburgh, PA 15250-7954
(order desk telephone: 202-783-3238; FAX: 202-512-2250).
All statements of the President's Council on Integrity and Efficiency
(PCIE), except for PCIE Statement No. 6, can be obtained by writing or
faxing the Treasury Office of Inspector General, Room 7210,
ICC Building, 1201 Constitution Avenue NW, Washington, DC 20220
(FAX: 202-927-5418). PCIE Statem ent No. 6 (order num ber
041-001-00374-6) can be obtained from the U.S. Government Printing
Office (see above).
To order individual copies of the Federal Register, send your request
to: New Orders, Superintendent of Documents, P.O. Box 371954,
Pittsburgh, PA 15250-7954. Specify that you want the Federal Register
and provide the date of the issue you want, and enclose a check or
money order payable to the Superintendent of Documents. Alternatively,
you may enclose your Visa or MasterCard number and expiration date.
Credit card orders can also be placed by calling the order desk at
(202) 783-3238. The cost for each printed copy is $4.50; for microfiche,
$1.50 per copy.
Auditors should also be aware of the economic, regulatory, and
professional developments that may affect the audits they perform
as described in Audit Risk Alert—1993, which may be obtained by calling
the AICPA Order Department at (800) TO-AICPA and asking for
Product No. 022099.
Copies of the AICPA publications may be obtained by calling the
AICPA Order Department at (800) 862-4272. Copies of FASB/GASB
publications may be obtained directly from the Accounting Standards
Board by calling the FASB/GASB Order Department at (203) 847-0700,
ext. 10.
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